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DEPARTMENT ALSO PASS TREASURY AND FRB 

E.O. 11652: GDS 
TAGS: EFIN, UK 

SUBJECT: ARAB FINANCIAL FLOWS AND EUROCURRENCY MARKET 
DEVELOPMENTS 

REF: LONDON 10695, LONDON 9085, LONDON 7997 

SUMMARY: CONVERSATIONS WITH US AND BRITISH BANKERS INDI- 
CATE HEAVY ARAB FINANCIAL INFLOWS CONTINUE TO BE RECEIVED 
AND ARE STILL GENERALLY CONCENTRATED AMONG A SELECTED NUM- 
BER OF MAJOR BANKS. THESE BANKS CONTINUE TO BID WELL 
BELOW THE NOMINAL RATE AND RECEIVE FUNDS, PRIMARILY CON- 
CENTRATED IN CALL AND SHORT-TERM DEPOSITS. FUNDS ALSO 
CONTINUE TO FLOW INTO STERLING. DETAILS OF CURRENT FLOWS 
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SHOWS APPROXIMATE INCREASES IN HOLDINGS OF MIDDLE EAST OIL 
PRODUCERS, ALGERIA, INDONESIA AND VENEZUELA, OF $4.6 BIL- 
LION IN EUROCURRENCY AND $1.3 BILLION IN STERLING RESERVES 
DURING SECOND QUARTER. 

GENERAL VIEW AMONG PRIVATE BANKERS IS THAT MARKETS 
HAVE DONE A GOOD JOB OF RECYCLING DURING THE FIRST HALF 
YEAR. BANKERS ARE APPREHENSIVE ABOUT PRIVATE MARKET'S 
CONTINUED ABILITY TO HANDLE FUTURE FLOWS, SUGGESTING THAT 
MORE DIRECT PLACEMENTS BY OIL PRODUCERS WITH CONSUMER 
GOVERNMENTS AND INTERNATIONAL INSTITUTIONS MUST AT LEAST 
BE A PARTIAL SOLUTION. SOME CITE EXPOSURE LIMITATIONS TO 
BORROWERS ON AN INSTITUTIONAL, GOVERNMENTAL OR COUNTRY 
BASIS, AS WELL AS THE BANKS OWN CAPITAL ADEQUACY AND BAL- 
ANCE SHEET STRUCTURE PROBLEMS. FOREIGN EXCHANGE DEALINGS 
ARE RESTRAINED, LIMITED ALMOST EXCLUSIVELY TO COMMERCIAL 
TRANSACTIONS. THERE ARE SIGNS THAT CONSORTIUM BANKS AND 
SMALL US BRANCH BANK OPERATIONS ARE LESS PROFITABLE, WITH 
SOME SMALLER REGIONAL US BANKS REPORTEDLY WONDERING WHAT 
ROLE THEY NOW HAVE TO PLAY IN THE LONDON MARKET. UK BANK- 
ERS BEARISH ON STERLING. ALSO CITE SERIOUS LIQUIDITY 
STRAINS ON INDUSTRY IN CONTEXT OF DOMESTIC STERLING MARKET 
OPERATIONS. END SUMMARY. 

1. THIS IS CONTINUATION OF PERIODIC REPORTING ON SUBJECT. 

FOR BACKGROUND, SEE REFTELS. THIS MESSAGE SUMMARIZES MOST 
RECENT CONVERSATIONS TREASURY REPS HAVE HAD WITH UK AND US 
BANKERS AND WITH BANK OF ENGLAND OFFICIALS ON ARAB FINAN- 
CIAL FLOWS, EUROCURRENCY AND STERLING DEVELOPMENTS. EURO- 
CURRENCY, ESPECIALLY EURODOLLAR DEPOSITS CONTINUE TO BE 
HEAVILY RECEIVED IN LONDON, ALTHOUGH CONCENTRATED AMONG 
FAVORED INSTITUTIONS, WHICH FOR US INCLUDES BANK OF 
AMERICA, CHASE MANHATTAN, CITIBANK AND MORGAN GUARANTY. 
TWO OF THESE INSTITUTIONS REPORT IN CONFIDENCE THEY ARE 
STILL RECEIVING HEAVY SHORT-TEERM ARAB DEPOSITS DESPITE 
FACT THEY ARE BIDDING FROM 100 TO 200 BASIS POINTS BELOW 
CURRENT MARKET RATES. OTHER US BANKS, INCLUDING SOME 
LARGE AND MEDIUM-SIZED NEW YORK BANKS, SAY THAT BIDS 50 

TO 75 BASIS POINTS BELOW CURRENT MARKET ARE MORE FREQUENT 
TO DISCOURAGE DEPOSITS, ALTHOUGH EVEN IN THESE CASES, DE- 
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POSITS STILT. BEING MADE. WHEN MEDIUM-SIZED, GOOD NAME 
BANKS RECEIVE THESE FUNDS, SOME THEN TRY TO LAY THEM OFF 
UP THE LINE, I.E., WITH LARGER US BANKS. WE HEAR CONFLIC- 
TING STORIES ABOUT ABILITY OF SMALLER US BANKS TO ATTRECT 
ARAB DEPOSITS. ON BALANCE, MOST APPEAR NOT REPEAT NOT TO 
BE SUCCESSFUL. 

2. THE SHARP PREMIUMS ABOVE NOMINAL RATES OFFERED BY JAP- 
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ANESE AND ITALIAN BANKS SEEKING DEPOSITS REPORTEDLY FELL 
IN PAST WEEKS AS SOME FAVORED BANKS FOUND IT NECESSARY TO 
LAY OFF UNWANTED FUNDS, WITH SOME RECHANNELING TO IT ALINA 
AND JAPANESE BANKS. AS RESULT, PREMIUMS BID BY THESE IN- 
STITUTIONS DROPPED. MAJOR JAPANESE BANK ON SEPTEMBER 24 
WAS REPORTEDLY BIDDING FOR DOLLARS AT 3/8 PERCENT PREMIUM 
ABOVE NOMINAL BID RATE. JAPANESE SOURCE SAYS AT LEAST 1/4 
PERCENT PREMIUM STILL USUAL FOR JAPANESE BANKS BIDDING FOR 
FUNDS. 

3. ARABS CONTINUE TO SHOW STRONG SHORT-TERMS LIQUIDITY 
PREFERENCE WHICH BANKERS HERE CLAIM IS PLACING STRAINS ON 
THE INTERMEDIATION PROCESS. STRAINS ON CAPITAL STRUCTURE 
AND BALANCE SHEET COMPOSITION OF THE FINANCIAL INSTITU- 
TIONS TAKING THE DEPOSITS FREQUENTLY CITED. RECENT DROP 

IN CALL RATES AND SHIFT TOWARDS MORE NORMAL YIELD CURVE 
STRUCTURE CITED AS A GOOD OMEN, BUT NOT MUCH MORE. LARGER 
US BANKS APPARENTLY MORE CLOSELY EXAMINING THEIR CREDIT 
EXTENSIONS. SOME BORROWERS ARE CLOSE TO THE BANK'S EXPO- 
SURE LIMITS ON INDIVIDUAL COMPANY, INSTITUTION, GOVERNMENT 
OR COUNTRY BASIS. THIS MUCH SAID, TREND INCREASINGLY IS 
TOWARD HIGHER MARGINS OVER LIBO ON LENDING, REPORTEDLY 3/4 
PERCENT ON VERY SHORT LENDING AND ONE PERCENT OR HIGHER ON 
LENDING OVER SIX MONTHS. BORROWERS REPORTEDLY ACCEPT THIS 
WITHOUT MUCH COMPLAINT. SOME BANKERS CONSIDER THIS NECES- 
SARY TO ENABLE BANKS NOT RECEIVING ARAB DEPOSITS UNDER 
MARKET RATES TO PARTICIPATE IN SYNDICATED OFFERINGS, 

OTHERS SAY IT IS A MORE ADEQUATE REFLECTION OF RISK AND 
BANKS' NEED TO EXPAND THEIR CAPITAL BASE THOUUGH INCREASED 
PROFIT. 

4. THERE IS FEELING HERE THAT DOLLAR DEPOSITS PLACED IN 
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LONDON MARKET ARE NOT GROWING AS FAST OR IN SAME PROPOR- 
TION AS THOSE BEING RECEIVED IN NEW YORK. OVERALL DEFEN- 
SIVE TONE OF THE EUROMARKET CONTINUES WITH REPORTS OF 
INCREASED DIFFICULTIES IN ARRANGING SYNDICATED LOANS. 
FEWER OF THESE ARE PUBLICLY ADVERTISED. WHEN TOMBSTONES 
ARE PUBLISHED, THEY SHOW FEWER NAMES INVOLVED. INDICATING 
DIFFICULTIES FACED BY SMALLER BANKS IN OBTAINING DEPOSITS 
AND IN TURN PARTICIPATING IN SYNDICATED OFFERINGS. VOL- 
UME OF FOREIGN EXCHANGE MARKET ACTIVITY REMAINS SHARPLY 
REDUCED, LINKED ALMOST EXCLUSIVELY TO COMMERCIAL TRANS- 
ACTIONS. 

5. BANK OF ENGLAND OFFICIALS AND REPRESENTATIVES OF LAR- 
GER US BANKS OPENLY WONDER HOW MUCH LONGER SOME OF THE 
SMALLER REGIONAL US BRANCHES IN LONDON WILL REMAIN HERE, 
AT LEAST IF THEIR DECISIONS ARE BASED ON PROFITIAB ILIT Y OF 
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THE OPERATION. DIFFICULTIES FACING AT LEAST SOME CONSOR- 
TIUM BANKS CITED IN LONDON 12423. 

6. DATA PUBLISHED IN BANK OF ENGLAND SEPTEMBER QUARTERLY 
BULLETING SHOWS FOREIGN CURRENCY DEPOSITS OF MIDDLE EAST 
OIL PRODUCERS INCREASED FROM 1.7 BILLION POUNDS EQUIVALENT 
IN DECEMBER 73 TO 2.6 BILLION POUNDS IN MARCH 74 TO 4.3 
BILLION POUNDS IN JUNE. DURING SIX-MONTH PERIOD, VENEZU- 
ELAN DEPOSITS INCREASED 62 MILLION, ALGERIAN 202 MILLION 
AND INDONESIAN 95 MILLION POUNDS EQUIVALENT. TOTAL IS 2.9 
BILLION POUNDS EQUIVALENT, ROUGHLY 6.9 BILLION DOLLARS AT 
$2.39. IN SAME PERIOD, EXCHANGE RESERVES IN STERLING 

HELD BY OIL PRODUCING COUNTRIES INCREASED FROM 950 MILLION 
POUNDS IN DECEMBER 73 TO 1.3 BILLION POUNDS IN MARCH 74 TO 
1.8 BILLION POUNDS END JUNE, AN INCREASE OF 884 MILLION 
POUNDS OR 2.1 BILLION DOLLAR EQUIVALENT DURING FIRST SIX 
MONTHS. TOTAL OF BOTH IN DOLLAR EQUIVALENT ROUGHLY 9 BIL- 
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LION DOLLARS. NEW BANK OF ENGLAND FORMAT MAKES IDENTIFIC- 
ATION OF THESE FLOWS SOMEWHAT EASIER BUT SOME AMBIGUITIES 
REMAIN. 

7. UK CLEARING AND INVESTMENT BANKS SAY ARAB FLOWS INTO 
STERLING CONTINUE. ALTHOUGH SOME DEPOSITS APPEAR TO BE A 
BIT MORE NERVOUS, WITH REPORTS THAT BOTH OIL COMPANIES AND 
ARAB PRODUCERS HAVE REDUCED AMOUNTS OF NEW FUNDS FLOWING 
INTO STERLING SINCE JULY. HOWEVER BANK OF ENGLAND SOURCE 
STATES THAT ARAB FLOWS INTO STERLING HAVE CONTINUED TO 
HAVE BENEFICIAL EFFECT IN SUPPORTING STERLING IN FOREIGN 
EXCHANGE MARKETS. THERE ARE INDICATIONS THAT SOME ARAB 
STERLING FUNDS ARE BEING PLACED LONGER TERM, BUT NO HARD 
INFORMATION ON TERMS AND MATURITIES. ARAB INTEREST IN UK 
REAL ESTATE CONTINUES. KUWAIT INTERESTS HAVE MADE A 107 
MILLION POUND TAKEOVER BID FOR CONTROL OF ST. MARTINO'S 
PROPERTY COMPANY; IT WILL PROBABLY BE SUCCESSFUL, AND HAD 
PRIOR APPROVAL OF UK TREASURY. 

8. LONGER TERM, UK BANKERS ARE GLOOMY ON OUTLOOK FOR 
STERLING (SEE LONDON 12356). THEY CONSIDER THAT WEAK PO- 
SITION OF THE UK ECONOMY HAS BECOME BETTER APPRECIATED 
INTERNATIONALLY DURING PAST WEEKS AND THAT IF ANYTHING 
CURRENT ELECTION CAMPAIGN WILL EXACERBATE THE TREND. 
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ECONOMIC ADVISER OF ONE MAJOR CLEARING BANK SUMMARIZED 
HIS VIEWS SAYING THE WORLD IS IN BAD SHAPE BUT IN BRITAIN 
THE SITUATION IS WORSE, HENCE THERE IS HEAVY INCENTIVE 
TO GET OUT OF STERLING. IN GENERAL, THE CITY FEARS THE 
EFFECTS OF A LABOUR VICTORY, WHICH IT CONSIDERS WILL LEAD 
TO INCREASED LEFT WING POLICIES AND BV ANTI TALLY TO 
DECREASED INDUSTRIAL EFFICIENCY AS A RESULT OF INCREASED 
GOVERNMENT INTERVENTION. UK FINANCIAL SOURCES ALSO CITE 
LABOUR PARTY MANIFESTO WHICH STATES LABOUR SHALL BRING 
FORWARD EARLY PROPOSALS TO INSURE THAT BANKING AND INSUR- 
ANCE MAKE A BETTER CONTRIBUTION TO NATIONAL ECONOMY. THE 
POOR CONDITION OF NEW YORK AND PARTICULARLY UK STOCK EX- 
CHANGE ADDS TO THE GLOOM. WHEREAS US BANKERS ARE GENER- 
ALLY APPREHENSIVE, CONTACTS IN UK FINANCIAL INSTITUTIONS 
ARE DEPRESSED AND SOME ALMOST DEVOID OF CONFIDENCE PENDING 
THE ELECTION OUTCOME. 

9. MORE IMMEDIATE CONCERNS OF UK BANKERS INCLUDE FEARS OF 
AN IMPENDING LIQUIDITY CRISIS IN STERLING BANKING CIRCLES. 
MAJOR COMPANIES HAVE CASE FLOW PROBLEMS AND, GIVEN WEAK- 
NESSES OF EQUITY AND DEBT MARKETS, HAVE BEEN KEPT ALFOAT 
BY BANK LENDING. ONE MAJOR COMPANY, FERRANTI, IS ALREADY 
KNOWN TO BE IN CRISIS. AS RESULT OF PRICE CODE AND OTHER 
CONSTRAINTS ON CASH FLOW, FOOD PROCESSING INDUSTRY IS RE- 
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PORTEDLY ON VERGE OF A MAJOR CRISIS WHICH MAY REVERBATE 
INTO OTHER SECTIONS OF BRITISH INDUSTRY. 

10. EARLIER GENERAL CAVEAT ON THIS TYPE REPORTING REMAINS 
VALID. ABOVE REPRESENTS DISTILLATIONS OF CONVERSATIONS 
WITH US AND UK BROKERAGE, COMMERCIAL AND INVESTMENT BANK- 
ERS DURING PAST TWO WEEKS. VIEWS HEARD HAVE NOT BEEN UNI- 
FORM. ALTHOUGH THEY COME FROM USUALLY HIGHLY RELAIBLE 
AND SENIOR SOURCES, THEY SHOULD BE TAKEN WITH A GRAIN OF 
SALT BECAUSE NO ONE HERE SEES THE ENTIRE PICTURE. SIMI- 
LAR INFORMATION UNDOUBTEDLY EXISTS IN NEW YORK AND OTHER 
MAJOR CONTINENTAL FINANCIAL CENTERS. ABOVE IS OFFERED AS 
OUR BEST ESTIMATE ON HOW THESE ISSUED CURRENTLY ARE SEEN 
FROM THE LONDON FINANCIAL MARKET. 

ANNENBERG 
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